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These reciprocal notions for summary judgnent raise the
i ssue of whether a principal of a corporation who is an owner,

officer, director and enpl oyee of that corporation who elected to
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forgo her usual pay in favor of repaynents of | oans she had
extended to the corporation, nust disgorge such repaynents as
voi dabl e preferences under 11 U.S.C. § 547, when the corporation
subsequent |y becones a debtor under the Bankruptcy Code.

The Court rules that the paynents satisfy the el enents
of a preference outlined in 8 547(b), and that although the
Def endant m ght enjoy a partial affirmative "new val ue" defense
under 8§ 547(c)(4), the new val ue provided by her forbearance is
not to be neasured by reference to the size of her paycheck, and

in fact may be too specul ative to be capabl e of proof.

FACTS

The follow ng facts appear to be undi sputed.?
Def endant Joan G Schueler was an officer, director and equity
hol der of Buffalo Auto dass, Inc., which filed a Chapter 7
bankruptcy petition on February 10, 1994, and as such, she was an
i nsider of the Debtor corporation.

Bet ween 1988 and 1992, Ms. Schuel er nade several | oans
to the corporation, evidenced by demand notes, totalling

approximately $73,000. |In order to ease the Debtor's cash flow

These facts are taken largely fromthe Trustee's notion for
summary j udgnent.
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problens in 1993, Ms. Schueler (who was in charge of witing
checks on behalf of the Debtor) took repaynments on her | oan equal
to what her net paycheck woul d normally have been, in lieu of an
actual paycheck. 1In this way, the corporation would not have to
pay w thhol ding taxes and the |ike. These paynents occurred
within the one year preference period applicable to insiders.
Only one check, however, was honored within the ninety day period
prior to the filing during which the Trustee has the benefit of a
presunption of insolvency.? The Trustee clains that these checks
were preferential repaynents of the antecedent | oans. Defendant
clainms that the Debtor corporation was not insolvent in the year
prior to the filing, and therefore the paynents do not satisfy
the 8 547(b)(3) elenment of a preference. Defendant further
asserts that the work she was doing for the Debtor gave new val ue
to the Debtor, and as such constitutes a defense to the

preference action under 8 547(c)(4).

DI SCUSSI ON

11 U S.C. 8 547(b)(3): Insolvency

2For preference purposes, a transfer by check is deened to
have occurred on the date that the check is honored by the bank.
Barnhill v. Johnson, 503 U.S. 393, 399 (1992).
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at the Tinme of Transfer.

Def endant asserts that the Debtor corporation was not
insolvent at the time that the transfers were nmade, and therefore
the transfers were not preferences. The Trustee is entitled to a
presunption that the Debtor was insolvent "on and during the 90
days imedi ately preceding the date of the filing of the
petition." 11 U.S.C. 8§ 547(f). Here, the Defendant has offered
no evidence in her response to the Trustee's summary judgnent
notion substantial enough to overcone that presunption.

As for the wi ndow of tinme between ninety days and one
year prior to filing, however, the Trustee does not enjoy the
benefit of such a presunption. |In fact, the burden of proof is
on the Trustee to prove that the Debtor was insolvent during that
time period. 11 U S.C. 8 547(Q).

The Bankruptcy Code deens a corporation to be
"insolvent"” if "the sumof such entity's debts is greater than
all of such entity's property, at a fair valuation, exclusive of
[ property conceal ed to defraud creditors and exenpt property.]"
11 U.S.C. 8§ 101(32)(A). The Trustee has provided a copy of the
Debtor's corporate tax return for the tinme period in question,
whi ch shows negative retained earnings. There being no evidence
of fered by the Defendant under Fed.R Cv.P. 56(e) as to why that

does not establish the corporation's insolvency at that tinme, the
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Court finds that the tax return establishes the Debtor's
i nsol vency at the tinme of the transfers by a preponderance of the

evi dence.

For bear ance as New Val ue

The remai ni ng question at issue is whether Defendant
has established an affirmative defense of "new val ue" under
8 547(c)(4). How much new value, if any, Defendant provided to
the Debtor is a question of fact, to be neasured as expl ai ned
bel ow. Defendant argues that because she was not receiving a
paycheck while she was still working for the Debtor, the services
she provided "for free" gave new value to the Debtor equal to the
anount she was pai d.

Regul ar payroll typically enjoys imunity from

preference attack,® but the paynents to Ms. Schuel er were
specifically intended not to be payroll. Had they been payroll,

t he corporation would have had to di sburse additional suns from

3The Court need not deci de whether this is because payrol
fails to fall within one or nore of the requisite elenents of a
preference (e.g. if pay is not due until payday, then a payrol
check is not a paynent on an "antecedent debt") or because
payroll squarely falls within one of the exceptions set forth in
8 547(c).
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its general operating funds. Making |oan repaynents in anmounts
equal to the principal's net pay inproved the corporation's cash
fl ow wi t hout undue hardship to the principal. Having
deli berately elected to treat the paynents as |oan installnents
rat her than as pay, she cannot |ater claimthat those paynents
shoul d be treated as conpensation for work she did for purposes
of satisfying the 8 547(c)(4) new val ue defense to a preference.
The paynents do not enjoy such a chanel eon-like character.* They
are what they were intended to be, and not what they were
i ntended not to be.

It is clear, then, that the checks witten to Defendant
shoul d be considered as partial repaynents of the antecedent
| oans, and not as paychecks. That being establi shed,
Def endant' s argunment can be distilled to the proposition that the
new val ue given to the Debtor was her forbearance of any paycheck
whil e she was wor ki ng.

Hi storically, forbearance has not been viewed as new

val ue, and sone courts have stated that as a categorical rule.

“'n her Affidavit, Defendant first states that the Debtor
"made periodic paynents to nme for the repaynent of these |oans,"”
(Def. Aff. § 4,) and that "the checks were made as paynents to ne
inlieu of a salary.” (Def. Aff. § 8 (enphasis added).) Later,
however, she clains that "because | was working at the conpany
when these checks were witten, the checks can be consi dered as
paynments to nme for the services | rendered to the corporation.”
(Def. Aff. ¢ 10.)
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For exanple, in the case of Inre Duffy, 3 B.R 263 (Bankr.
S.D.N. Y. 1980), it was suggested that forbearance nerely
substitutes a future obligation for a current obligation and
therefore is the nere "obligation substituted for an existing
obligation [that] is expressly excluded fromthe definition of
'new value.'" Id. at 266 (citing 11 U.S.C. § 547(a)(2)); see

al so Bernstein v. RIL Leasing (In re Wite River Corp., 50 B.R
403, 409 (Bankr. D. Colo. 1985) rev'd on other grounds, 799 F.2d
631 (10th G r. 1986); Bavely v. Merchants Nat'l. Bank (In re
Lario), 36 B.R 582, 584 (Bankr S.D. Chio 1983).

In the Duffy case, there was a hint that the true
gquestion is whether there could be found in the forbearance sone
degree of "econom c solace to the creditors of [the] estate.” In
re Duffy, 3 B.R at 266.

Hence, in the case of Drabkin v. A l. Credit Corp., 800
F.2d 1153 (D.C. Gr. 1986), the court rejected the statutory
expl anation of why forbearance al one does not constitute new
val ue and instead decided that if forbearance al one were treated
as new value, that would threaten the very policy that preference
law is intended to service. |f one may extract paynents upon
ant ecedent debts by a promse to forbear fromacts that m ght

cause the business to fail, the court reasoned, then one has
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sinply acconplished the preference that the statute seeks to
undo. Id. at 1158-59. The holding in Drabkin was expressly
adopted and applied in the cases of American Bank of Martin
County v. Leasing Serv. Corp. (In re Air Conditioning, Inc. of
Stuart), 845 F.2d 293, 298 (11th G r. 1988), cert. denied, 488
U S 993 (1988); Wlinsky v. Central Vt. Teachers Credit Union
(Inre Ford), 98 B.R 669, 684 (Bankr. D. Vt. 1989); Chase
Manhattan Bank v. Dent, A l.M, (Inre Trans Air, Inc., 78 B.R
351, 354 (Bankr. S.D. Fla. 1987).

But cases such as Charisma Investnent Co. (S.D. Fla.
1986) N.V. v. Air Florida System Inc., 68 B.R 596, aff'd, 841
F.2d 1082 (11th Gr. 1988); and Jones v. Society Bank & Trust (In
re Riggs), 129 B.R 494 (Bankr. S.D. Onhio 1991), enhanced such
basi ¢ anal yses with the fundanental proposition that new val ue
must augnent the debtor's estate. That the forbearer m ght have
suffered sone cost, expense, |oss, or other detrinment as a
consequence of the forbearance is irrelevant. Rather, the
statutory definition of new value requires that the debtor have
recei ved "noney or noney's worth . . . in goods, services, new
credit or the release of property.” 11 U S.C 8§ 547(a)(2). Sone
matters of nmere forbearance do not involve any of these.

This Court rejects the categorical view, and adopts the
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view that where forbearance is alleged to constitute new val ue,
the actual value to the debtor of the forbearance in "noney or

noney's worth" nust be established by the defendant.?®

Measuri ng New Val ue Added by Forbearance

There still remains the factual issue of how nuch new
val ue Defendant actually provided to the Debtor. It is not clear
to the Court whether the Defendant has ever waived her clains for
pay or whether she was nerely deferring i medi ate paynment of
salary in exchange for preferential |oan paynents.

Even if she has waived her claimfor pay, any new val ue
provi ded by such wai ver woul d be neasured not by the anmount of
her pay, but by the value of her services in augnenting the
Debtor's estate. This is so because the principal of a self-
owned corporation pays hinself or herself whatever salary he or
she wi shes, consistent with his or her goals for the corporation.
Such salary bears no relation to the benefits conferred by the

princi pal on the corporation.

°See Jet Florida, Inc. v. Anerican Airlines (In re Jet
Florida Sys.) 861 F.2d 1555, 1559 (11th Gr. 1988); In re
Installation Servs., Inc., 101 B.R 282 (Bankr. N.D. Ala. 1989);
Friedman v. 1000 Brickell, Ltd. (In re Advertising Assocs., Inc.,
95 B.R 849, 851 (Bankr. S.D. Fla. 1989).
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On the other hand, if she has not waived her claimfor
pay, then any new val ue woul d be neasured not by the anmount of
her pay or by the value (if any) of her services, but by the
val ue of the inprovenent in the Debtor's cash flow position that
resulted fromits not having to set taxes (and ot her deductions
or contributions aside).

How does one neasure the value of a principal's
f or bearance of pay? Measuring the value of forbearance can be
too specul ative to be neaningful for 8 547(c) purposes, even in
nore prosaic circunstances. For exanple, inIn re Lario, 36 B. R
582, the alleged new val ue involved was a | andlord' s forbearance
fromexercising its rights under the lease to termnate the | ease
or re-enter the premses. The landlord instead permtted the
debtors to sell their restaurant business and assign the |ease to
others in exchange for sone paynents on past due rent. The court
stated that it found the landlord's contention that its
f or bearance added value to the debtor's estate to be thoroughly
specul ati ve:

No evi dence was presented which would

indicate that [the debtor] could not have

sold the business without [the |andlord' s]

consent to an assignnent of the | ease. For

all we know, the business could have been

purchased and noved to a new and better

| ocati on.

Furthernore, it is possible that [the
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debtor's] estate m ght have suffered a

smaller loss if the | ease had been cancell ed

in June, rather than allow ng six nonths back

rent to accrue. Again, the evidence is

silent on this point.
Id. at 584. Simlarly, there is the dissent in the case of
Riegle v. Mahajan (In re Kumar Bavishi & Associates), 906 F.2d
942 (3rd Cir. 1990). That case did not involve forbearance;
rather, it involved a principal's willingness to personally
guarantee a corporate |l oan in exchange for a preferential paynent
of a past loan. The mpjority decided that the personal guarantee
provi ded a new val ue defense. The di ssent, however, focused on
an issue not addressed by the majority:

[ T] he record before us reveals no evidence as

to the noney's worth in value of the

Appel l ee' s al |l eged guarantor service .

| am sinply not convinced that this value |s

not either too indeterm nate or specul ative

to serve as new value in this context, or

assum ng such guarantor service does have

sone val ue, that such val ue would be

equi valent to [the dollar anmount of the

preferential paynent].
ld. at 948 (Cower, J., dissenting).

Therefore, even though this Court believes that
f or bearance may provi de new val ue, the actual value of said new
value is for the Defendant, not the Trustee, to establish, and
may be too specul ative to be neaningful. If the Defendant waived

her salary, what is the value of her services? |If she nerely
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deferred her salary, what is the value of the fact that the
Debtor did not have to set payroll deductions and contributions

asi de?

CONCLUSI ON

The Trustee is granted partial summary judgnent as
follows: The transfers satisfy all of the elenents of a
preference under 8§ 547(b). However, the Defendant also is
entitled to partial summary judgnent as follows: The Defendant
is entitled to a new val ue defense under 8§ 547(c)(4) to the
extent of the actual value, in noney or noney's worth, which
augnented the Debtor's estate as a consequence of her forbearance
of pay, at the tine of each such forbearance. The Defendant is
entitled to a trial on that issue alone, and this matter is set
before the Court for a calendar call only at 11:30 a.m on
Cctober 18, 1995, to select a trial date.

The question of how the Defendant may hope to establish
such val ue beyond nere specul ation renmains for solution by the
Def endant and her counsel. As indicated earlier in this
decision, if the Defendant has waived any clains for salary, then
the question is what the value of her services was to this

Debtor's estate. That anobunt is not to be neasured by the anount
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of her salary if the anmount of her salary was dictated sinply by
t he amount she wi shed to pay herself in |light of the business
needs and goals. |If she has not waived her salary clains, then
the issue is the value of the benefit conferred by the
i nprovenent in the Debtor's cash flow position.

SO ORDERED.

Dat ed: Buffal o, New York
Sept enber 18, 1995

U. S. B. J.



